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H

iking is a popular summer activity, and hiking a new trail is

especially enjoyable. The views astound and amaze, and as the
summit approaches so approaches the inevitable descent down
the mountain. Sometimes, the most difficult part of the hike,
despite the surrounding signs, is the distance to the summit.
Similarly, this economic cycle has continued longer than
anyone predicted, and we continue to believe there is more to
go. We expected 2018 to bring higher volatility and continued
central bank tightening. As investors prepare for the second
half of 2018, many are wondering, “Have we reached a peak and will this cycle end?”
To read current prospectus information, please visit our website, www.boxfinancialadvisors.com.
Click on the Prospectuses link which is located under the About Us menu.

What Was

What Is

What Could Be

We had plenty to talk about at the end
of the first quarter as the economy
continued to move in a positive
direction despite contrary headlines
attempting to trip up its momentum.
Our conversation surrounding creeping
inflation, sluggish wage growth, and
rising interest rates set the framework
for what we labeled as “dark clouds”.
As we wrap up the second quarter,
these developing themes remain at the
forefront.

The world continues to be on pace for
growth of 3-4% in 2018 as the U.S.
economy continues to move forward,
but the yield curve (defined as the 10year minus the 2-year treasury rate)
continues to be a hot topic. An
inverted, or negative, yield curve has
historically been a strong indicator of a
pending pullback, so its significance in
economic discussion is appropriate. On
the short end of the curve, we watch as
the Federal Reserve decides whether
to increase rates one or two more
times this year. The Federal Reserve
will tread lightly as they have already
fulfilled two out of their three
mandates: maximize employment
(3.9% unemployment) and keep prices
stable (2% inflation). The third
mandate is to stabilize long term rates,
which have remained stubbornly low.
As the Federal Reserve has raised
interest rates, the long end of the yield
curve has flattened and moved closer
to inversion, but over the last 9
economic cycles, the average time
from an inverted yield curve to a
recession has been lengthened.2 An
inverted yield curve is one of many
factors to consider in the broad
economic picture.

The U.S. economy is now in its tenth
year of economic expansion, while
interest rates and inflation remain
unusually low and the tax cuts benefit
businesses and consumers, there are a
couple of wild cards in the deck with
the potential to rock the boat.

Domestically, the accommodating tax
reform bill allowed earnings growth of
roughly 15% in the first quarter, and
many expect the second quarter to
surpass this1. Companies continue to
grow their earnings in an environment
marked by a strong labor market
(unemployment was at 3.9% in July)
causing wage growth pressures and
difficulties in completing projects. For
instance, industries such as home
building are still unable to re-staff for
increasing demand after being
devastated by the credit crisis, and the
escalating shortage of truck drivers
puts pressure on the trucking industry,
making logistics difficult for a wide
range of companies.

Tariff’s dominate the headlines and just
the thought creates a headwind to the
economy. It is impossible to know how
this will end, let alone the road we will
take to get there, but we do know
China and the United States have the
two largest exporting economies in the
world. Additionally, China and the
United States are each other’s largest
trading partner. Any tariffs would raise
prices for consumers in both countries
reducing demand, and thereby,
reducing economic output. At $600
billion in trade between the U.S. and
China, the overall effects of tariffs on
our economy are difficult to predict,
and we are confident neither country
truly wants to find out. Besides, if
components are made in China,
assembled in Mexico, and shipped from
Canada, how does a country effectively
enforce tariffs? The risk that these
tariffs turn into a true “trade war”
exists, and with an already tight labor
market, it would be difficult to imagine
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a world where the U.S. is
able to provide all the
manufacturing jobs it
currently uses from China.
The inability for the U.S. to
export the same quantity
of goods would most likely
lead to slower growth.
Could we see another cycle
of stagflation? Unlikely.
Fortunately, the proposed
tariffs would represent a
small portion of the U.S.
economy, and we believe
both sides have too much
to lose in a trade war.
Oil prices have increased almost 50% in the last year and
now sit near $70/barrel. This continues to put additional
pressure on for companies who are dependent on oil.
Where in the past this would be viewed as a negative
event, today, the U.S. is the top oil producing country in
the world and 2019 should even extend our lead. This
should do two things for our economy. First, it will
produce jobs in the U.S., adding to the already 10 million
employees. Second, the profits from productions should
lead to more systemic economic growth.
Low wage growth in the middle of low unemployment
continues to puzzle economist. While wage growth has
picked up since the beginning of the recovery, it’s still
only running at about 3% per year according to the
Federal Reserve Board of Atlanta. This is well below the
5% level it reached in the early 2000s if this is a late stage
economic cycle barometer we are not yet there. We do
expect wage growth to continue to rise adding even more
fuel to rising inflation. How quickly and to what measure
will the Federal Reserve apply the economic brakes if
wage growth becomes a real issue? That is the real issue.
Finally, 2018 is a year of mid-term elections. Historically,
years with midterm elections have economic volatility in
the build up to the elections and growth following the
outcomes. On average, more than 80% of the gains in
midterm election years come in the final two months.3
Don’t be surprised to see increased volatility in the
second half of the year before seeing gains fueled by
fundamentals.

Are we to the summit yet? We don’t believe so. We will
continue to navigate this economic cycle through whatever
lies ahead. We would expect to see slowing earnings
growth, declining fundamentals, uneven price
performance, and increasing dispersion among asset
classes. However, this will bring opportunities for tactical
asset allocation as winners emerge and losers fall behind.
Tariff talks, oil prices, and even the Federal Reserve may
have minor impacts on the cycle, but we expect the market
to keep moving ahead. Despite the news headlines, our
focus has not shifted from opportunities in the market.
Companies are in their best fundamental shape in years
with strong balance sheets and propensities to return
capital to shareholders. Every mountain range has its
tallest summit and the trail getting there doesn’t always
reveal the mountain’s true crest. The best hikers remain
aware of the crest to come but enjoy the opportunities
along the way.
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Yes, the stock market continues to show signs it is in the late stages of its current growth cycle, but the
fundamentals continue to indicate a longer runway for growth.
Volatility has been the hallmark of 2018 after an abnormally docile 2017. The stock market gets tossed
about by the seemingly relentless waves of headlines and earnings, and the bond market has continued
to struggle in the face of increasing interest rates.
On the other hand, strong earnings growth in the U.S. makes us believe there is still room for growth in
the U.S. stock market, and cheaper valuations overseas tell us gains may occur in equities if some
concerns in the headlines fail to materialize. Small cap stocks have performed well as they are the least
affected by tariff talks, but emerging markets have been hurt by the recent trade tensions and the threat
of a strengthening U.S. dollar.
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